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Securities and Exchange Commission' (collectively, the “Agencies”) to revise the rules
that implement the “Volcker Rule” restrictions on proprietary trading by banking entities
and certain relationships between banking entities and hedge funds and private equity
funds (the “Volcker Implementing Rules”). We understand from recent public statements
from agency leadership that the proposed rulemaking will be reopened soon.

Summary

This comment letter makes two narrow suggestions for amendment of the Volcker
Implementing Rules:

e Specify that the holding period for equity securities obtained through exercise of
warrants or options that were granted to the banking entity in connection with a
loan to the issuer begins when the loan was originally made, not when the warrant
or option is exercised; and

e Exclude small business investment companies (“SBICs”) licensed by the Small
Business Administration (the “SBA”), low income housing tax credit partnerships
(“LIHTC funds”), and other funds that qualify as “public welfare investments”
from the definition of “banking entity” in subsection __.2(c)(2) of the Volcker
Implementing Rules.

Both amendments would clarify and simplify the process for Volcker Rule compliance by
banking entities making portfolio investments that have long been specifically authorized
for national banks, state member banks and FDIC-insured nonmember banks. Neither
change poses an increased risk to the investor bank or to the banking system as a whole.

Holding Period for Equities Acquired Through Exercise of Warrants or Options in
Connection With Loans to Issuer

National banks (and, pursuant to 12 C.F.R. Part 362, FDIC-insured state banks) are
authorized to hold warrants and options to acquire equity securities as additional
compensation for loans to the issuer of the securities.? If the borrower is successful, and

L Proposed Revisions to Prohibitions and Restrictions on Proprietary Trading and Certain Interests in and
Relationships with, Hedge FFunds and Private Equity Funds, 83 Fed. Reg. 33,432 (July 17, 2018) (the
“Release”). The statutory Volcker Rule is codified as Section 13 of the Bank Holding Company Act (“BHC
Act”), 12 U.S.C. § 1851, and the Volcker Implementing Rules are codified at 12 C.F.R. §§ 44, 248 and 351
and 17 C.F.R. §§ 75 and 255. We cite to the uniform interagency subsections of the Volcker Implementing
Rules preceded by an underscore mark for the relevant Agency’s C.F.R. part.

212 C.ER. § 7.1006; OCC Interpretive Letters No. 517 (Aug. 16, 1990), 992 (May 10, 2004).
For the sake of simplicity, we use the term “warrant” to include both options and warrants.
Footnote continued on next page
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its equity securities increase in value above the strike price on the warrant, the bank can
seek to monetize this additional compensation by selling the warrant back to the issuer or
to a third party for cash or by exercising the warrant and selling the underlying equity
security immediately thereafter in a “riskless principal” transaction.’ National banks,
however, generally cannot continue to own the equity securities after exercise of the
warrant because the equity securities generally are not eligible assets for national bank
ownership.*

The “proprietary trading” prohibition in the Volcker Rule’® and the presumption in the
Volcker Implementing Rules that the sale of securities within 60 days of acquisition
constitutes proprietary trading unless established otherwise by the banking entity® creates
an uncertainty around the use of a riskless principal sale of the equity securities
immediately upon exercise of the warrant to acquire them. The issue is whether the 60-
day short-term trading clock starts when the warrant is exercised, or instead many months
or years earlier at the time the warrant was originally granted by the issuer/borrower
when the loan was made by the banking entity. The Volcker Implementing Rules, the
Agencies’ responses to frequently asked questions regarding the Volcker Rule, and the
adopting release for the Volcker Implementing Rules do not address this question.’
Logically, the clock should start when the warrant was granted, back when the loan was
made, because that is the moment when the banking entity obtained the contractual right
to the equity upside as additional compensation for the loan.

The exercise of the warrant and immediate sale of the equity in a riskless principal
transaction is not a short-term arbitrage. It is simply a mechanism for the banking entity
to monetize its contractual right to a portion of the long-term run up in value of the equity
of the issuer whose operations the banking entity helped finance with the loan. It is an
alternative to selling the warrant back to the issuer in a cash-out exercise or a sale of the

Footnote continued from previous page

Warrants generally are contractual obligations of the company that issues the underlying equity
securities, while options may be issued the issuer of the underlying equity, or by the parent
company or a third party.

3 See OCC, Activities Permissible for National Banks and Savings Associations, Cumulative at
39 (Oct. 2017); OCC Interpretive Letter No. 992 (May 10, 2004).

*See 12 U.S.C. § 24(Seventh), 12 C.F.R. Part 1; accord, 12 U.S.C. § 335, 12 C.F.R. § 208.21(b);
12 U.S.C. § 1831a; 12 C.F.R. § 362.3(a).

312 U.S.C. §§ 1851(a)(1)(A), 1851(h)(4).
6 Volcker Implementing Rules __.3(b)(2).

7 See Agencies, Volcker Rule: Frequently Asked Questions (last updated Mar. 4, 2016); see also
Prohibitions and Restrictions on Proprietary Trading and Certain Interests in, and Relationships
With, Hedge Funds and Private Equity Funds; Final Rule, 79 Fed. Reg. 5,536 (Jan. 31, 2014).
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unexercised warrant to a third party (who then exercises the warrant to obtain the equity
security). But because there are more potential buyers of the equity in the public trading
markets and it is less complicated to sell the equity than to negotiate a sale of the warrant
back to the issuer or to an individual private buyer, the riskless principal exercise of the
warrant and immediate sale of the underlying equity received on the warrant is a simpler,
more certain and more efficient way for the bank to monetize the warrants.

We respectfully suggest that the Volcker Implementing Rules be clarified to specify that
the holding period for ownership of equity securities acquired through exercise of
warrants received as additional compensation for a loan is when the loan was made and
the warrant granted, rather than when the warrant is exercised. Subpart __.3 of the
Volcker Implementing Rules would be the appropriate place to include the amendment.
In the alternative, the clarification could also be included in the adopting release
accompanying the amended rule.

Exclude SBICs, LIHTC funds and Other Public Welfare Investments from
Definition of “Banking Entity”’

National banks,® state member banks of the Federal Reserve Sys‘cem,9 and FDIC-insured
state nonmember banks'® are expressly authorized by Section 302(b) of the Small
Business Investment Act of 1958'! (the “SBIA Act”) to invest in SBICs in an aggregate
amount not to exceed 5% of the investor bank’s capital, and by the National Bank Act,
Federal Reserve Act and the Federal Deposit Insurance Act to invest in community and
public welfare investments, including LIHTC Funds, Community Reinvestment Act
(“CRA?”) funds and other public welfare investments in similarly limited aggregate
amounts based on a small percentage of the capital or assets of the bank.!?

In recognition of the importance of these types of investments to our economy, the
Volcker Rule'? and Volcker Implementing Rules'* specifically allow these private fund
investments by excluding them from the definition of “covered fund.” Asa
consequence, however, these funds do not benefit from the exclusion available to

812 C.FR.§ 7.1015.

%See 12 C.F.R. §§ 225.107, 225.112.

10Gee 12 C.F.R. § 362.3(a).

115 U.8.C. § 682(b).

1212 U.S.C. § 24(Eleventh); 12 C.F.R. §§ 24, 208.22, 362.3(a)(2)(i).
B3 12 US.C. § 1851(d)(1)(e).

14 volcker Implementing Rules __.10(c)(11).
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However, as currently in effect, the Volcker Implementing Rules treat SBICs, LIHTC
Funds and other CRA funds and public welfare investments as “banking entities” subject
to the Volcker Rule if a banking entity owns 25% or more of any class of voting interest
in the fund. As a practical matter this does not affect the portfolio investments or
investment strategies of these public welfare investment fund. But it does impose
Volcker Rule compliance program, governance and record keeping requirements not only
on the fund, but also on its general partner, managing member or other controlling entity.
This serves no real risk reduction purpose. It simply is an inefficient cost burden
imposed on these fund managers, their funds, and ultimately on the investor banks.
Forcing these funds to needlessly devote costly resources to Volcker Rule process and
compliance program requirements diverts resources away from the important federally-
mandated goals of the funds to foster small business and the jobs and economic growth
they create, provide housing to low- and moderate-income persons, and provide financing
and economic development to low- and moderate-income communities and
neighborhoods.

In the July 2018 Release, the Agencies discuss this issue for foreign public funds,
employee securities companies and registered investment companies.!” And, as noted in
the July 2018 Release, the final rule adopted in 2013 excludes portfolio companies owned
by an SBIC from the definition of “banking entity.”'® The argument for excluding
SBICs, LIHTC funds, and other CRA and public welfare investment funds from the
definition of “banking entity” is not that it would substantively interfere with their
investment strategies, but instead that treating them as “banking entities” needlessly
imposes the expense and burden of a Volcker recordkeeping, compliance and governance
program on these public welfare funds and their managers, and impedes the important
public purposes for which Congress authorized these investments, without furthering the
purposes for which the Volcker Rule was enacted.

We therefore respectfully request that the Volcker Implementing Rules be amended to
exclude SBICs, LIHTC Funds and other CRA and public welfare funds from the
definition of “banking entity.”

1783 Fed. Reg. at 33442-33446.
¥ 1d. at 33,443, n. 42.
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We appreciate the opportunity to submit this comment letters on the proposed

amendments to the Volcker Implementing Rules and thank you for your consideration of
our comments. If you have any questions or wish to discuss them further, please do not

hesitate to contact me at (202) 942-5745.
espectfullysubmitte
\ o~
David F\frge a Jr.




